BOSTON 

PUBLIC 

LIBRARY 


Economics  Research  Associates 


y> 


Los  Angeles.  California 

San  Francisco.  California 

Orlando,  Florida 

Chicago.  Illinois 

Boston,  Massachusetts 

Dallas.  Texas 

Washington.  D.C. 


Technical  Memorandum 

ANALYSIS  OF  THE  ECONOMICS  OF 

REHABILITATING  THE  UNITED  SHOE 

MACHINERY  BUILDING 

Prepared  for 
THE   BOSTON  LANDMARKS  COMMISSION 

October  1980 


%u/^^/^o 


Economics  Research  Associates 


Los  Angeles,  California 

San  Francisco.  California 

Orlando,  Florida 

Chiicago.  Illinois 

Boston,  Massachusetts 

Dallas,  Texas 

Washington,  D  C 


Technical  Memorandum 

ANALYSIS  OF  THE  ECONOMICS  OF 

REHABILITATING  THE  UNITED  SHOE 

MACHINERY  BUILDING 

Prepared  for 
THE  BOSTON  LANDMARKS  COMMISSION 

October  1980 


_  .  _  ,        .  •  334  Boylston  Street 

Economics   Research   Associates 

LOS  Angeles  •  McLean  •  Orlando  •  Chicago  •  San  Francisco  •  Dallas  •  Boston  BoSton,  Massachusetts  02116 

(617)261-1965 


MEMORANDUM 

This  memorandum  analyzes  the  economics  of  investing  in  a  re- 
habilitation of  the  United  Shoe  Building  at  140  Federal  Street  in  down- 
town Boston.   In  the  memorandum  we  review  the  appraisal  performed  by 
C.  W.  Whittier  and  Brothers  and  analyze  the  impact  of  the  income  tax 
incentives  for  the  preservation  of  historic  buildings  contained  in  the 
Tax  Reform  Act  of  1976. 

The  memorandum  is  organized  into  the  following  sections: 

I.  Introduction 

II.  Analysis  of  the  C.  W.  Whittier  Appraisal 

III.  Measures  of  Economic  Performance  of  an  Income-Producing 
Building 

IV.  Review  of  the  Economic  Incentives  for  Preservation  of  His- 
toric structures 

1.  Rapid  Write-Off  of  Rehabilitation  Costs 

2.  Investment  Tax  Credit  Plus  Accelerated  Depreciation 

V.  Economic  Effect  of  Preserving  the  United  Shoe  Machinery 
Building 

VI.  Conclusions 
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I.     INTRODUCTION 

The  United  Shoe  Machinery  Building  is  a  24-story  Art  Deco-style 
skyscraper  at  140  Federal  Street  at  the  edge  of  Boston's  financial  dis- 
trict near  South  Station.   Originally  the  home  of  a  leading  manufacturer 
of  equipment  used  in  the  mass  production  of  footwear,  it  is  a  steel 
frame  structure  built  in  1930  with  concrete  fireproof ing  on  the  interior 
and  brick  masonry  on  the  exterior.   It  contains  about  312,000  square 
feet  of  gross  floor  area. 

Adjoining  the  building  is  a  six-story  structure  (136  Federal 
Street)  which  depends  on  its  skyscraper  neighbor  for  egress  and  utilit- 
ies.  The  USM  building  currently  affords  285,000  square  feet  of  rentable 
office  space,  of  which,  according  to  latest  appraisals,  22  to  38  percent 
has  been  vacant  over  the  last  five  years.   At  136  Federal  Street,  which 
contains  some  47,000  square  feet  of  rentaole  space,  about  two-thirds  of 
the  space  is  vacant. 

The  USM  Building  currently  houses  retail  activities  on  the  fully 
occupied  ground  floor,  including  travel  agencies,  a  bank,  a  restaurant, 
and  specialty  stores.   Office  tenants  consist  of  service  firms  and  a  few 
transportation  oriented  businesses,  including  the  executive  offices  of 
the  Massachusetts  Bay  Transportation  Authority. 

Title  to  the  building  stands  in  the  name  of  Thomas  M.  Horan  and 
Herbert  W.  Vaughan  as  trustees  of  the  140  Federal  Street  Trust.   The 
beneficiary  of  the  trust  is  Diamond  Bay  N.V.,  a  Netherlands  Antilles 
corporation,  whose  stock  is  fully  owned  by  the  Kuwaiti  corporation 
United  Realty  Company  through  a  second  Netherlands  Antilles  corporation, 
Padgett  Investment  N.V.  The  fact  of  foreign  ownership  has  special  im- 
plications for  the  tax  impact  of  owning  and  selling  income-producing 
real  property,  like  the  USM  Building;  these  points  will  be  discussed 
below. 

A  number  of  related  issues  confronts  the  Landmarks  Commission  in 
its  decision  to  declare  the  building  a  landmark  under  Chapter  772  of  the 
1975  Acts  of  the  Commonwealth  of  Massachusetts.   First,  is  the  building 
of  sufficient  historical  and  architectural  significance  to  merit  its 
preservation  at  the  expense  of  other  development  possibilities  on  the 
site?  What  is  the  nature  of  other  development  possibilities  and  how 
would  they  contribute  to  or  detract  from  the  existing  land  uses  sur- 
rounding the  USM  site?  Second,  how  seriously  has  the  building  deterio- 
rated and  what  are  the  likely  rehabilitation  costs?   Finally,  it  is  fea- 
sible or  profitable  to  rehabilitate  the  USM  Building? 

This  memorandum  will  be  concerned  primarily  with  the  third  of 
these  questions;  the  first  two  questions  are  beyond  its  scope. 
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II.   ANALYSIS  OF  THE  C.  W.  tffllTTIER  APPRAISAL 

On  the  question  of  the  comparative  economics  of  rehabilitation 
versus  demolition  and  new  construction,  an  appraisal  done  by  Mr.  Charles 
Kenny  of  C.  W.  Whittier  and  Brothers  concluded  that  the  site  with  its 
potential  for  a  new  office  building  is  approximately  twice  as  valuable 
as  the  USM  Building.   More  specifically,  Whittier  and  Brothers  concluded 
that  the  value  of  a  new  building  in  terms  of  its  stream  of  income  poten- 
tial (first  year's  net  cash  estimate  equals  $725,000)  is  $6,000,000, 
while  an  optimistic  "current  status"  value  of  the  existing  building  as- 
suming a  nearly  full  occupancy  level  and  a  capital  cost  equal  to  an  av- 
erage year's  capital  investment  spread  out  over  a  ten-year  amortization 
period  (first  year's  net  cash  estimate:  $462,000)  is  $3,850,000.  (Both 
these  values  are  based  on  a  12  percent  capitalization  rate  applied  to 
the  first  year's  net  cash  figure,  which  is  the  income  remaining  after 
operating  expenses,  real  estate  taxes,  and  debt  service  are  paid.) 

The  difference  in  value  between  the  income  streams  of  the  new 
building  and  old  building  becomes  much  more  pronounced  if  the  cost  of 
major  improvements  is  figured  into  the  analysis.   Under  three  assumed 
improvement  levels  ($20,  $40,  and  $60  per  square  foot),  the  Whittier 
appraisal  estimates  a  first-year  net  casn  flow  gain  of  $13,000  with  the 
$20  improvement  option  and  respective  first-year  net  losses  of  $441,000 
and  $553,000  with  the  $40  and  $60  improvement  options. 

Essential  to  the  results  of  the  Whittier  appraisal  are  its  assump- 
tions, outlined  here  and  summarized  in  Table  1: 

•  Substantially  higher  gross  rental  income  for  a  new  building 
than  for  a  rehabilitated  building. 

The  Whittier  appraisal  assumes  an  average  rent  level  of  $20.52 
per  square  foot  in  a  524 ,000-square-foot  new  building  (total 
gross  income  $10.7  million),  versus  an  average  rent  range  of 
$11.38  to  $15.82  per  square  foot  in  a  332, 000-square-f oot 
rehabed  building  (total  gross  income  $3.6  to  $5.1  million). 
These  rent  totals  also  assume  $207,000  annual  revenues  from  a 
basement  parking  facility  and  a  2  percent  vacancy  rate  in  the 
new  building,  while  the  rehab  options  assume  no  parking  reven- 
ues and  3-5  percent  vacancy. 

•  Financing  terms  that  are  more  favorable  for  the  new  building 
than  the  rehab. 

The  Whittier  appraisal  assumes  a  12-percent  interest  rate  for 
both  the  new  and  rehab  options  but  substantially  different 
amortization  periods  between  the  two  options.   A  forty-year 
payback  period  is  assumed  for  the  new  building,  and  ten  and 
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twenty-year  amortization  periods  for  the  rehab  options.   These 
assumptions  imply  annual  constants  of  .1211  for  the  new  build- 
ing and  .1722  and  .1322  for  the  rehab  options.   If  the  rehab 
options  enjoyed  the  financing  terms  accorded  the  new-construc- 
tion option,  the  $1.14  million  annual  debt  service  payment  on 
the  $20  improvement  option  would  be  about  $804,500  (almost 
$340,000  less),  the  $2.0  million  annual  debt  service  payment  on 
the  $40  improvement  option  would  sink  to  $1.5  million  (more 
than  $400,000  less),  and  the  $2.9  million  annual  debt  service 
payment  on  the  $60  improvement  option  would  be  $2.4  million 
(almost  $500,000  less).   These  calculations  show  the  critical 
role  the  financing  assumption  plays,  as  the  choice  of  one  as- 
sumption or  the  other  can  make  the  project  feasible  or 
inf easible. 

•  Real  estate  taxes  that  are  less  per  square  foot  for  the  new 
building  than  for  the  rehab  options. 

The  Whittier  appraisal  assumes  a  $3-per-square-foot  tax  level 
for  the  new  building  and  per-square-f oot  tax  levels  of  $3.03, 
$3.40,  and  $4.30,  respectively,  for  the  $20,  $40,  and  $50  im- 
provement options.   The  new  building's  tax  liability  was  cal- 
culated on  the  basis'  of  $3  per  square  foot,  while  for  the  rehab 
options  the  per-square-foot  tax  liability  levels  were  the 
result  of  (1)  calculating  taxes  for  the  $20  option  on  the  basis 
of  a  287.90  mill  tax  rate  applied  to  the  existing  $3.5  million 
assessed  valuation  of  the  building,  (2)  finding  that  that  cal- 
culation yielded  a  tax  liability  figure  of  28  percent  of  gross 
rental  income,  and  (3)  applying  the  28  percent  ratio  to  the 
gross  rents  under  the  $40  and  $60  options  to  determine  those 
tax  liabilities.   If  the  rehab  options'  tax  liability  levels 
had  been  calculated  at  the  $3-per-square-foot  basis  used  for 
the  new  building,  taxes  would  have  been  $11,000  less  than  the 
$1.0  million  under  the  $20  improvement  option,  $133,000  less 
than  the  $1.13  million  under  the  $40  improvement  option,  and 
$431,000  less  than  the  $1.43  million  under  the  $60  improvement 
option. 

Clearly,  the  assumptions  bear  critically  on  the  results.  Having 
evaluated  the  Whittier  appraisal  and  its  assumptions,  ERA  has  made  the 
following  observations: 

1.  An  accurate  assessment  of  the  return  of  investing  in  any 
income-producing  property  should  account  not  only  for  one 
year's  cash  return,  but  also  for  (1)  the  stream  of  benefits 
available  over  an  assumed  holding  period  of  several  years,  (2) 
annual  potential  tax  benefits  of  investing  in  the  building,  and 
(3)  the  potential  profit  to  be  earned  from  selling  the  build- 
ing.  Whittier 's  approach  presents  only  one  element  of  these 
benefits. 
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2.  The  Whittier  appraisal  does  not  consider  the  significant  tax 
benefits  available  under  the  Tax  Reform  Act  of  1976  and  the 
Revenue  Act  of  1978  from  investing  in  the  rehabilitation  of 
historic  structures.   As  our  analysis  in  Section  V  will  demon- 
strate, these  benefits  are  significant  enough  to  make  the  rehab 
option  more  attractive  than  was  presented  in  the  Whittier 
analysis. 

3.  The  Whittier  assumption  of  rent  differentials  between  the  rehab 
and  new  options  is  probably  valid.   A  new  building  will  likely 
command  somewhat  higher  rents  than  rehab  space.   Nevertheless, 
the  differential  may  be  overstated.  Given  the  tight  office 
market  in  Boston,  and  given  the  well-established  market  posi- 
tion in  Boston  of  rehabed  office  space,  the  differential  bet- 
ween the  new  option  and  $60  improvement  option  may  indeed  be 
smaller  than  portrayed  in  the  ;:7hittier  appraisal. 

4.  The  "Whittier  assumptions  about  financing  terms  are  particularly 
critical  in  bringing  about  results  in  favor  of  the  new  con- 
struction option.   The  large  differential  which  the  appraisal 
assumes  to  hold  between  financing  for  rehabilitation  and  new 
Construction  does  not  necessarily  exist.   ERA  learned  from  dis- 
cussions with  several  commercial  mortgage  officers  in  Boston 
that  terms  are  only  slightly  different  between  substantial 
rehab  and  new  construction  projects.  Both  would  start  with  30- 
or  35-year  amortization  periods  and  at  least  a  13-percent 
interest  rate;  the  greatest  interest  rate  differential  likely 
to  exist  between  the  two  types  of  projects,  according  to  the 
lenders,  would  amount  to  one-half  of  one  percentage  point. 

In  addition,  a  critical  recent  development  in  long-term  finan- 
cing today  cannot  be  ignored:   the  end  of  the  period  of  the 
fixed-rate  mortgage.  According  to  the  results  of  the  above- 
mentioned  discussions  with  lenders,  a  mortgage  lending  insti- 
tution would  require  its  own  equity  participation  in  the  devel- 
opment —  thus  drawing  off  some  portion  of  the  project's  bene- 
fits —  and  would  demand  renegotiation  of  the  mortgage  terms 
after  five  years  or  less.  The  uncertainty  surrounding 
long-term  financing  could  jeopardize  the  feasibility  of  both 
the  rehab  and  new  construction  options  for  the  USM  site. 

5.  The  operating  expense  assumptions  appear  reasonable.   The 
operating  expenses  for  the  new  building  were  based  on  compar- 
able developments,  and  those  for  the  rehab  option  on  the  past 
history  of  the  building's  operation. 
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6.  The  real  estate  tax  liability  levels  for  the  new  and  rehab  pro- 
jects appear  to  be  derived  inconsistently;  the  Whittier  ap- 
praisal may  have  overestimated  taxes  due  under  the  rehabili- 
tation option.   The  new  building's  taxes  due  were  based  on  a 
$3-per-square-foot  rule  of  thumb  that  exists  for  other  similar 
buildings  in  Boston's  financial  district.   That  appears  to  be  a 
valid  assumption  based  on  information  ERA  has  obtained  from  the 
Boston  Redevelopment  Authority;  yet,  the  taxes  due  for  the 
rehab  options  are  based  on  a  method  of  calculating  taxes  that 
yields  higher  liabilities  —  28  percent  of  gross  income.   If 
that  method  were  used  for  the  new  building  option,  the  total 
taxes  due  would  be  double  what  the  Whittier  appraisal  has  esti- 
mated them  to  be,  $3.01  million  instead  of  $1.57  million.   That 
would  cause  a  net  annual  loss  after  debt  service  rather  than 
the  positive  amount  shown  of  $725,000. 

Overall,  the  Whittier  appraisal  appears  to  be  based  on  assumptions 
that  place  the  new-construction  alternative  in  a  more  favorable  light 
than  the  rehab  alternative,  particularly  through  its  dependence  on  a 
single  year's  before-tax  cash  returns  and  its  omission  of  the  tax  bene- 
fits of  investment  in  historic  preservation.   In  the  remainder  of  this 
memorandum,  we  will  describe 'other  measures  of  economic  return  which  we 
believe  to  more  accurately  reflect  the  value  of  a  project  than  does  a 
single  year's  return  (Section  III);  discuss  the  tax  benefits  of  historic 
preservation  (Section  IV) ;  and  present  an  estimate  of  the  returns  possi- 
ble from  investing  $20,  $40,  and  $50  per  square  foot  in  rehabilitating 
the  USM  Building,  based  on  an  eight-year  holding  period  followed  by  a 
sale  of  the  property  •  (Section  V).  Our  conclusions  are  stated  in  Section 
VI. 


III.   MEASURES  OF  ECONOMIC  PERFORMANCE  OF  AN  INCOME- PRODUCING  BUILDING 

In  analyzing  the  benefits  of  owning  and  developing  real  estate  of 
any  kind,  three  types  of  return  need  to  be  considered:   annual  cash 
flow,  tax  savings,  and  potential  gam  from  future  sale  of  the  property 
based  on  both  its  appreciation  in  value  and  the  reduction  of  loan  bal- 
ance over  time.  These  components  can  be  described  more  completely  as 
follo-rfs: 

1.  Annual  cash  flow;   This  is  the  spendable  cash  left  over  from 
gross  rents  after  operating  expenses,  real  estate  taxes,  and 
debt  service  have  been  paid.   Before-tax  cash  flow  refers  to 
this  cash  as  it  exists  before  relevant  income  taxes  have  been 
paid,  and  after-tax  cash  flow  adds  to  the  before-tax  cash  flow 
the  positive  or  negative  tax  impact  deriving  from  each  year's 
ownership  of  the  property. 
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2.  Tax  savings;   Substantial  tax  savings  are  available  from  Ovmer- 
ship  of  income-producing  property.   This  is  especially  true,  as 
will  be  described  below,  in  the  case  of  historically  designated 
property  that  has  been  rehabilitated  under  the  new  incentives 
available  under  the  Tax  Reform  Act  of  1976,  or  in  the  case  of 
properties  at  least  20  years  old  that  have  been  rehabilitated 
under  the  tax  credit  provisions  of  the  Revenue  Act  of  1978. 
These  savings  result  primarily  from  the  deductions  allowed 
under  federal  income  tax  laws  for  the  depreciation  expenses 
that  apply  to  a  building.   To  take  advantage  of  these  savings, 
however,  an  investor  must  have  sufficient  income  from  other 
sources  to  meet  these  savings  potentials. 

3.  Gain  from  future  sale;  One  of  the  primary  benefits  of  owning 
property  is  the  substantial  gains  available  to  the  owner  from 
selling  it.  The  value  of  a  given  sale  by  an  owner  of  a  prop- 
erty at  some  point  in  time  after  he  or  she  bought  the  property 
reflects  both  its  increase  or  decrease  in  market  value  and  the 
degree  to  which  the  mortgage  on  the  property  has  been  paid  off, 
or  amortized. 

In  order  to  fully  evaluate  a  real  estate  investment,  an  analysis 
of  the  potential  value  of  a  property  must  consider  all  three  of  these 
sources  of  value.   In  analyzing  the  value  of  the  USM  Building,  there- 
fore, ERA  has  calculated  the  "internal  rate  of  return"  (IRR)  for  each 
investment  alternative  applicable  to  the  building.  The  IRR  compares  the 
present  value  of  the  ilow  of  cash,  tax,  and  sales  benefits  accruing  to 
property  owner  over  the  holding  period  to  the  initial  equity  investment 
required.   Expressed  as  a  percentage,  it  reflects  in  a  single  number  the 
worth  of  the  investment  in  question  in  terras  of  all  three  sources  of 
return.  The  IRR  is  most  useful  in  comparing  alternative  investment  op- 
tions; in  the  following  analysis,  it  will  be  used  to  compare  the  respec- 
tive worth  of  different  levels  of  rehabilitation  investment  in  the  USM 
Building  and  the  different  tax  incentive  programs  available. 


IV.   REVIEW  OF  THE  ECONOMIC  INCENTIVES  FOR  PRESERVATION  OF  HISTORIC 
STRUCTURES 

Two  tax  incentives  exist  to  encourage  the  preservation  and  rehab- 
ilitation of  the  nation's  older  buildings;   (1)  provisions  for  the  rapid 
write-off  of  the  costs  of  rehabilitating  a  certified  historic  structure 
through  a  rapid  amortization  of  the  rehabilitation  costs  over  a 
five-year  period;  and  (2)  a  rehabilitation  investment  tax  credit  equal 
to  10  percent  of  rehabilitation  costs,  accompanied  by  an  accelerated 
depreciation  schedule.   While  the  rapid  amortization  program  and  the 
accelerated  depreciation  component  of  the  second  incentive  require  for- 
mal historic  designation  of  the  property  being  renovated,  the  tax  credit 
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by  itself  does  not.   It  does,  however,  apply  only  to  buildings  in  use 
for  at  least  20  years,  and  it  imposes  certain  conditions  on  the  nature 
of  the  renovation,  which  will  be  described  below. 

The  rapid  write-off  and  accelerated  depreciation  programs  are  cur- 
rently set  to  expire  in  the  summer  of  1981,  and  legislation  is  pending 
in  both  the  Senate  and  the  House  to  extend  them  until  1986.   Observers 
in  Washington  indicate  Congress  is  likely  to  extend  the  programs  for  at 
least  one  year  while  a  nation-wide  analysis  of  the  program's  impact  is 
conducted  by  the  U.S.  Department  of  Commerce. i/ 

1.  Rapid  Write-off  of  Rehabilitation  Costs 

The  Tax  Reform  Act  of  1976  (Public  Law  94-455)  and  the  1978 
amendments  to  that  act  amended  the  Federal  Income  Tax  Code  to 
stimulate  the  preservation  of  historic,  commercial  and  income- 
producing  buildings  by  means  of  tax  incentives  for  rehabili- 
tating historic  structures  and  tax  disincentives  for  demolish- 
ing them.   The  incentive  provisions  allow  an  investor  who  pre- 
serves a  building  designated  as  historic  by  the  Secretary  of 
the  Interior  to  amortize  the  costs  of  a  certified  rehabilita- 
tion over  five  years.   This  dramatically  shifts  tax  deductions 
closer  to  the  present  than  was  previously  true  in  the  case  of 
renovating  old  ouildings,  thereby  providing  a  higher  return  on 
investment  in  the  early  years  of  the  project. 

Two  important  disadvantages  attend  the  program,  however. 
First,  beginning  in  the  sixth  year,  after  the  tax  rehabilita- 
tion expenses  are  fully  amortized,  the  investor  is  subject  to 
significant  tax  liability,  the  exact  extent  depending  on  the 
project's  yearly  cash  flow.   Second,  upon  sale  of  the  property 
tax  the  investor  is  confronted  with  significant  tax  liability, 
amounting  to  full  income  tax  liability  on  the  portion  of  sale 
proceeds  equal  to  the  amount  of  tax  write-offs  in  excess  of  the 
deductions  that  would  have  resulted  if  straight-line  deprecia- 
tion had  applied,  plus  the  more  favorable  capital  gains  tax 
liability  on  the  remainder  of  the  proceeds.   Therefore,  the 
benefit  of  postponed  tax  liability  under  the  rapid  amortization 
program  is  offset  by  high  annual  tax  liability  beginning  in  the 
sixth  year  and  higher  tax  liability  upon  sale  of  the  property 
than  would  be  true  without  the  incentive  program.   The  Tax 
Reform  Act  also  provides  a  disincentive  against  demolishing  a 
structure  designated  as  historic  and  building  a  new  one  in 


1/    Based  on  conversations  in  September  1980  with  staff  members  of  the 
Heritage  Conservation  and  Recreation  Service  of  the  U.S.  Depart- 
ment of  the  Interior,  which  administers  the  historic  preservation 
tax  incentive  programs. 
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its  place.   Prior  to  the  Act,  a  building  owner  could  deduct 
from  his  or  her  taxable  income  both  the  demolition  costs  and 
the  remaining  undepreciated  basis  of  the  building  as  busi-  ness 
expenses.   Under  the  Act,  the  costs  of  demolishing  an  his- 
toric structure  cannot  be  deducted  from  tax  liability;  rather, 
they  are  added  to  the  value  of  the  land  and  can  therefore  offer 
no  tax  benefit  until  sale  of  the  property,  when  they  should 
help  reduce  capital  gains  taxes.   The  Act  imposes  a  further 
penalty  on  demolition  by  permitting  owners  of  new  structures 
built  on  sites  of  demolished  historic  structures  to  depreciate 
the  new  properties  on  the  basis  only  of  straight-line  rather 
than  accelerated  depreciation.   This  penalty  applies  only  to 
sites  or  structures  that  have  been  certified  as  historic  prior 
to  demolition. 

Investment  Tax  Credit  Plus  Accelerated  Depreciation 
If  the  developer  declines  the  rapid  amortization  incentive,  he 
or  she  may  alternatively  select  the  rehabilitation  investment 
tax  credit  program  in  combination  with  an  accelerated  depre- 
ciation schedule.  Under  Section  315  of  the  Revenue  Act  of 
1978,  improvements  to  an  income-producing  building  that  has 
been  in  use  for  at  least  20  years  qualify  for  a  tax  credit 
equal  to  10  percent  of  the  cost  of  the  improvements.  This  pro- 
vision thereby  amends  the  existing  investment  tax  credit  law  so 
as  to  encourage  investment  in  older  buildings  as  well  as  other 
types  of  property  owned  for  commercial  purposes,  such  as  prod- 
uction machinery  and  transportation  equipment  used  in  the  manu- 
facturing process.   In  order  to  qualify,  the  rehabilitation 
expenditure  must  apply  toward  an  improvement  that  constitutes  a 
"major  portion"  of  the  building,  according  to  criteria  based  on 
volume,  floor  space,  and  functional  differences  between  rehab- 
ilitated and  unrehabilitated  sections  of  the  building.   (Under 
the  last  mentioned  criteria  mixed-use  buildings  are  treated  as 
if  they  were  separate  buildings;  improvements  to  a  building 
used  half  as  office  and  half  as  retail,  for  example,  would 
qualify  if  they  constituted  a  rehabilitation  of  a  "major  por- 
tion" of  either  the  office  component  or  the  retail  component.) 
To  qualify  for  the  full  10  percent  tax  credit,  the  improvements 
must  have  a  useful  life  of  seven  years  or  more;  they  qualify 
for  two-thirds  of  the  credit  if  they  have  a  five  or  six  year 
useful  life.   The  improvements  do  not  qualify  if  their  purpose 
is  to  enlarge  the  building  (although  an  increase  in  floor  space 
resulting  from  interior  remodeling  does  qualify) ,  or  if  more 
than  25  percent  of  the  existing  external  walls  of  the  building 
are  replaced. 

The  tax  credit  option  does  not  require  historic  designation;  it 
may  be  used,  .however,  in  combination  with  the  150-percent-of 
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straight-line  depreciation  schedule,  which  does  require  historic 
designation.   The  150-percent  depreciation  provision  was  created,  like 
the  five-year  amortization  program,  by  the  Tax  Reform  Act  of  1975.   It 
also  enhances  the  attractiveness  of  the  rehabilitation  by  shifting  tax 
deductions  to  the  earlier  years,  but  much  less  extensively.   While  the 
five-year  write-off  virtually  guarantees  the  investor  a  highly  positive 
return  on  investment  in  the  early  years  through  significant  tax  shelter, 
the  accelerated  depreciation  program  only  increases  the  chances  of  a 
positive  return.  Whether  a  positive  return  is  actually  achieved  depends 
on  the  specific  circumstances  of  the  property's  cash  flow. 


Whether  rapid  amortization  or  the  tax  credit/accelerated  deprecia- 
tion option  presents  the  more  attractive  investment  depends  on  the 
economics  of  the  contemplated  rehabilitation  and  the  taxable  income  of 
the  investor.   In  the  analysis  of  the  United  Shoe  Machinery  Building  in 
the  following  section,  ERA  compares  the  returns  available  from  the  two 
tax  incentive  choices.   This  analysis  is  followed  by  an  examination  of 
the  returns  from  investing  in  the  building  if  the  historic  tax  incentive 
legislation  is  not  extended  by  Congress. 

V.     ECO^^OMIC  EFFECT  OF  PRESERVING  THE  UNITED  SHOE  MACHINERY  BUILDING 

In  this  section,  ERA  presents  projections  of  the  alternative 
returns  possible  from  the  historic  preservation  tax  incentives  to  a 
developer  choosing  among  three  levels  of  rehabilitation  investment  for 
the  USM  Building.   Because  there  is  uncertainty  about  the  continued 
existence  of  the  historic  preservation  tax  incentives,  we  also  present 
findings  as  to  the  returns  available  from  investing  in  the  building  in 
the  absence  of  the  incentives. 

In  each  case  a  holding  period  of  eight  years  after  the  renova- 
tions, followed  by  a  sale  of  the  building,  is  assamed.   This  approach 
allows  the  analysis  to  take  into  account  all  the  benefits  of  real  estate 
ownership  and  development  that  accrue  over  time:  cash  flow,  tax  bene- 
fits, and  gain  from  sale. 

For  the  purpose  of  comparing  the  possible  returns  from  the  rehab- 
ilitation options  with  the  return  estimates  shown  in  the  Whittier  ap- 
praisal, ERA  selected  the  same  rehabilitation  expenditure  levels  that 
were  analyzed  in  that  appraisal  —  $20,  $40,  and  $60  per  square  foot. 
It  is  beyond  the  scope  of  this  evaluation  to  assess  the  accuracy  of 
these  improvement  cost  estimates  or  their  relevance  to  the  needs  of  the 
USM  Building.   Nevertheless,  the  three  levels  are  useful  as  rough  repre- 
sentations of  three  rehabilitation  alternatives  —  superficial  improve- 
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ments ,  selective  major  improvements,  and  extensive  renovation.   For  pur- 
poses of  comparing  the  USM  Building  with  other  rehabilitations  around 
the  country,  we  have  included  as  Appendix  A  to  this  report  a  portion  of 
another  study  which  we  conducted  for  the  City  of  St.  Louis,  in  which 
other  office  building  rehabilitations  around  the  country  are  discussed. 

The  assumptions  behind  these  return  projections  bear  critically  on 
the  results.   Throughout  the  analysis  ERA  has  chosen  assumptions  based 
on  two  guidelines:   the  need  to  portray  a  conservative  picture  of 
returns,  and  the  need  for  a  projection  of  returns  that  is  directly  com- 
parable to  the  Whittier  analysis.   Therefore,  the  assumptions  generally 
reflect  a  high  estimate  of  expenses  and  a  low  estimate  of  income,  and 
match,  as  closely  as  possible,  the  assumptions  used  in  the  Whittier  ap- 
praisal. These  assumptions  are  identical  for  each  of  the  three  invest- 
ment levels  and  consist  of  the  following: 

•  Project  costs  consist  of  the  $20-,  $40-,  and  $60-per- 
square-foot  costs  on  an  assumed  building  size  of  332,177 
rentable  square  feet.   This  square  footage  figure  was  used  in 
the  Whittier  appraisal  to  calculate  project  costs. 

•  Financing  consists  throughout  the  analysis  of  75  percent  mort- 
gages at  a  13  percent  interest  rate  for  20  years  (annual  con- 
stant =  .1423).   Selection  of  these  terms  was  based  on  conver- 
sations with  mortgage  lenders  in  the  Boston  area.  Equity  par- 
ticipation, therefore,  amounts  to  25  percent  of  project  costs. 
It  is  important  here  to  reiterate  a  caution  mentioned  above: 
the  analysis  assumes  a  fixed-rate  mortgage,  while  the  project 
would  probably  be  able  to  obtain  only  a  variable-rate  mortgage, 
under  which  the  interest  rate  would  be  allowed  to  shift  per- 
iodically to  reflect  the  conditions  of  the  money  market. 
Financing  expenses  could  be  greater  or  less  than  those  calcu- 
lated in  this  analysis  according  to  the  direction  and  magnitude 
of  those  shifts. 

•  Project  income  derives  solely  from  tenant  rents  that  in  turn 
are  based  on  existing  market  conditions.   The  gross  rental  in- 
come figures  chosen  for  the  first  year  of  the  project's  life 
derive  from  those  projected  in  the  Whittier  appraisal  to  be  ob- 
tainable under  each  level  of  rehabilitation  investment.   This 
amounts  to  average  per-square-foot  rents  of  $11.38  under  the 
$20  rehabilitation  investment,  $12.65  under  the  $40  investment 
and  $15.82  under  the  $60  investment.!./ 


i./These  rent  levels  are  based  on  Whittier 's  calculations  of  different 
rents  likely  to  be  obtained  on  each  of  the  floors  of  the  building. 
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•  Operating  expenses  are  assumed  to  start  at  a  level  of  approxi- 
mately 31.5  percent  of  gross  rents  and  increase  ten  percent 
each  year.   The  31.5  percent  figure  was  chosen  because  it  is 
conservative,  fits  well  into  the  history  of  actual  operating 
expenses  of  the  USM  Building,  and  closely  matches  the  Whittier 
appraisal.  The  ten-percent-per-year  increase  reflects  current 
inflation  rates. 

•  Real  estate  taxes  are  assumed  at  a  rate  of  $3.25  per  square 
foot.   This  tax  rate  is  based  on  conversations  with  officials 
in  the  city's  tax  assessor's  office  and  the  Boston  Redevelop- 
ment Authority. 

•  Depreciation  schedules,  when  appropriate,  assume  a  depreciable 
base  equal  to  the  cost  of  improvements  plus  Whittier 's 
appraisal  of  $3,850,000,  and  an  average  useful  life  of  the 
improveme  !'-£  of  thirty-years. 

•  Income  taxes  are  figured  with  the  taxpayer  assumed  to  be  in  the 
50-percent  tax  bracket.   This  assumption  holds  both  in  the  case 
of  annual  income  tax  liability  and  recapture  tax  of  excess  de- 
preciation at  time  of  sale. 

•  Other  taxes  include  capital  gains  tax  and  minimum  tax  on  tax- 
preference  items.   The  former  amounts  to  28  percent  of  the 
capital  gain  at  the  time  of  sale,  and  the  latter  consists  of  15 
percent  of  excess  depreciation  less  a  $50,000  deduction,  as 
provided  for  in  the  Tax  Reform  Act  of  1969  and  amended  by  the 
Revenue  Act  of  1978. 

•  Sales  price  is  based  in  each  case  on  a  capitalization  rate  of 
11  percent  applied  to  net  operating  income. 


Using  these  assumptions  ERA  conducted  discounted  cash  flow 
analyses  of  each  of  the  three  rehabilitation  investment  alternatives  as 
they  are  affected  by  both  the  rapid  amortization  and  tax  credit/accele- 
rated depreciation  programs,  and  as  they  are  affected  by  the  tax  credit 
alone  (that  is,  assuming  withdrawal  of  the  historic  preservation  tax  in- 
centives) .    These  analyses  were  conducted  with  the  knowledge  that  the 
current  market  for  office  space  in  downtown  Boston  is  very  strong. 
According  to  a  recent  survey,  by  the  end  of  1981  there  will  be  an  office 
space  shortfall  of  more  than  one  million  square  feet  in  Boston. 

Given  the  above-listed  assumptions  and  the  strong  office  market 
conditions,  three  important  conclusions  are  apparent  from  the  cash  flow 
analyses: 
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1.  Primarily  because  of  the  tax  benefits  available  from  the  his- 
toric preservation  incentive  programs,  worthwhile  positive 
return  is  available  through  an  investment  in  a  rehabilitation 
of  the  USM  Building.   If  the  tax  incentive  programs  are  with- 
drawn, profitability  is  lowered  to  levels  that  are  less  likely 
to  attract  investors. 

2.  The  higher  the  rehabilitation  costs,  the  lower  the  returns, 
since  debt  service  payments  escalate  rapidly  with  increasing 
loan  amount.   A  rehabilitation  on  the  order  of  $20  per  square 
foot  would  provide  greater  financial  returns  than  the  $40  and 
$60  investments,  primarily  because  of  the  large  differences  in 
debt  service  costs.  ERA  believes,  however,  that  a  $20-per- 
square-foot  investment  would  not  sufficiently  improve  the 
building's  marketability  to  bring  about  increased  rents  and 
lower  vacancy  rates.   The  $20-per-square-foot  option  is 
therefore  likely  to  be  infeasible. 

3.  Of  the  two  historic  rehabilitation  tax  incentive  options 
available  to  a  developer  of  the  USM  Building  —  the  rapid 
amortization  and  the  10  percent  tax  credit/accelerated  depre- 
ciation options  —  the  former  provides  the  higher  return  for  an 
investor  group  with  sufficient  income  to  take  full  advantage  of 
the  tax  shelter  available.   A  word  of  caution,  however  is 
important:   the  rapid  amortization  option  requires  high  tax 
payments  beginning  in  the  sixth  year  and  high  recapture  taxes 
at  time  of  the  building's  sale. 

The  pages  that  follow  will  present  the  interpretation  of  the  cash 
flow  analysis  that  gave  rise  to  these  conclusions.   Table  2  presents  the 
results  in  summary  form,  while  Tables  3-1  through  3-3  and  4-1  through 
4-3,  respectively,  present  the  details  of  the  annual  before  and 
after-tax  cash  flows  and  calculations  of  net  profits  or  losses  from 
future  sale  of  the  property. 

As  mentioned  in  Section  1  above,  the  USM  property  is  owned  by  the 
Kuwaiti  firm  United  Realty  Company.   Under  Section  871  of  the  Internal 
Revenue  Code,  a  nonresident  alien  may  choose  from  two  methods  of  taxa- 
tion.  First,  he  may  elect  to  treat  income  from  real  estate  holdings  as 
"income  which  is  effectively  connected  with  the  conduct  of  a  trade  or 
business  within  the  United  States,"!/   allowing  him  to  deduct  "busi- 
ness" expenses  (operating  expenses,  property  taxes,  and  interest  pay- 
ments) from  his  taxable  income,  and  otherwise  taxing  his  income  under 
rules  that  apply  to  citizens  and  residents  of  the  United  States.   Or,  he 
may  choose  to  treat  his  income  as  not  connected  with  business  conducted 


1/    From  Section  871(d)  of  the  Internal  Revenue  Code. 
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S629       S656 


S6B4       S711 


$748       S78.1 


SB24        $869 


37. 9»      39.5%      41. 2\      43. 0» 


AS.O\  47. 2\      49. 6»      52.3% 


After-Tax 
Cash  Flow 
($1000's) 


$948       S958 


S967       S977 


5989        $336 


S362        $5,475 


57.1%       57. -3%       58.2%      58.3%       59.5%       20.2% 


21.0%       330.0% 


Tax  Credit 

Plus 

Ac=elerared 


Before-Tax 

Cash  Flow 
(SlOOO'sl 

Equity  (%) 

After-Tax 
Cash  Flow 
(SlOOO's) 

Return  on 
Equity  (%) 


S656        S634 


39.5%      41. 


5714        $743 


43.0%       45.0 


51,210      5542       S540       5538       5538 


32.6%  32.5%  32.4%  32.4% 


$784        5824        5869 


47.2%      49.6%      52.3% 


5541       5541       $7,678 


32.5%      32.5%      462.2% 


Cash  Flov 
(SlOOO's) 


Tax  Credit 
Only    (.'to 
Historic 

Tax  Incentives) 


After-Tax 
cash  Flow 
(SlOOO's) 


47.2%  49.6%  52.3% 


5523  $8100 


.2%  28. 


30.0%  30.8%  31.5%  487.7% 


1/     Assuciptions  as   listed  in   text. 

2/     Eighth-year   figures    include   cash    flow   and   sale    proceeds    in    that  ye 

Source:       Econonics    Research   Associates. 
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Before-Tax 
Cash  flow 
(SlOOO'sl 


After-Tax 
Cash  Flow 
{SlOOO'sl 


51,351  SI. 3-16  Sl,3-)1  SI, 333  SI, 325  S(    121  S(    211  S(6671 


40. 7»  40.5% 


40. 1»  39. 9»  (0.4*1  (0.6%1  (20.1*1 


Before-Tax 
(SlOOO'sl 


S174  51B1 


S187  S195 


S203  S213  S223 


Tax  Credit 

Plus 

Accelerated 


5.24       S.4» 


5.6%       5.9% 


6.1%       6.4%       6.7% 


51,782      S435       S400       5373       S347       5321       5295      54,560 


13.1%      12.0 


•11.2%      10.4% 


9.6%       8.9%      137.3% 


Before-Tax 
Cash  Flow 
(SlOOO'sl 


Tax  Incentivesl 


S264      55372 


7.9%      161.7% 


\/     Assumptions  as  li 
2/  Eighth-year  flgur 

Source:   Economics  Pe 


sh  flow  and  sale  proceeds  in  that  year.   See  Table  4-1  for  calculations  of  sale  proceeds. 
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BEFORE-    AND   AFTER-TAX   CASH   FLOWS:  ^. 

S60-PER-SgUAR£-F0OT   REHABILITATION    INVESTMENT— 


Before-Tax 

Cash  Flow       $130       S136       S140       S146       S152 

(SlOOO's) 

Return  on       ^^^^       ^  .^^       ^^^       ^  ^^  3_^, 


After-Tax 

Cash  Flow      51,966     SI, 957     51,945     SI. 933      51,918 

(SlOOO's) 


S(  90)      S(  1C9)     5(2,610) 


39. 3»      39. 0\      38.8*       36. 5\ 


(;.:v)      (52.44) 


Tax  Credit 

Plus 

Accelerated 


Before-Tax 
Cash  Flow 
(SlOOO's) 


After-Tax 
Cash  Flow 
(SlOOO's) 


5136        S140 


2.7%       2.8» 


S529       5489 


5323      55,559 


51.4*      10.6%      9.8% 


Cash  Flow 
(SlOOO's) 


5146       5152 


2.9%       3.1% 


Tax  Incentives) 


After  Tax 
Cash  Flow 
(SlOOO's) 


S272       5258 


S223       S6793 


5.5%       5.2% 


1/   Assumptio 
2/  Eighth-ye 


as  listed  in  te 


flow  and  sale  proceeds 


year.   See  Table  4-1  for  calculation  of  sale  proceeds 
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in  the  United  States,  and  be  taxed  at  a  flat  rate  of  30%  of  income  from 
cents  or  sales  proceeds.!/   (The  30%  rate  applies  to  all  countries 
with  which  the  United  States  does  not  have  a  lower  rate  agreed  upon  by 
special  treaty.   No  such  treaty  is  in  effect  between  the  United  States 
and  Kuwait,  so  the  30%  rate  applies.)   Since  the  foreign  owner/investor 
of  the  USM  property  would  have  to  elect  to  the  former  alternative  in 
order  to  enjoy  the  tax  benefits  available  under  historic  revitalization, 
the  following  discussion  assumes  the  USM  owners  would  elect  that  tax  al- 
ternative over  the  30%  rate.  An  elaboration  of  the  three  conclusions 
listed  above  follows. 


Conclusion  One;   Profitability 

It  is  clear  that  the  tax  savings  available  from  the  historic 
rehabilitation  incentives  offer  an  investor  an  attractive  return  on 
investment  through  highly  beneficial  tax  shelter.   Depending  on  the 
investment  level  and  tax  program  chosen,  the  internal  rate  of  return 
potentially  available  from  the  project  falls  between  18  and  58  percent, 
based  on  annual  cash  flow  returns  that  vary  widely  according  to  the 
level  of  investment  and  tax  program  chosen  (see  Tables  2  and  3-1  through 
3-3).  Of  these  returns,  90  percent  or  more  consist  of  tax  benefits, 
since  (except  in  the  case  of  the  $20-per-square-foot  improvement)  the 
annual  cash  flow  (after  payment  of  expenses,  property  taxes,  and  debt 
service)  generally  provides  returns  of  five  percent  or  less  (see  Tables 
3-2  and  3-3).   Before-tax  cash  flow  return  from  the  $20  improvement  is 
high  —  between  38  and  52  percent  return  on  equity  —  but,  as  will  be 
discussed  more  fully  "under  Conclusion  Two  below,  there  is  reason  to 
doubt  that  such  a  small  level  of  rehabilitation  investment  would  improve 
the  building  enough  to  make  it  marketable  at  the  higher  rents  suggested 
in  the  Whittier  appraisal,  or  to  improve  the  20-  to  40-percent  vacancy 
situation. 

ERA  also  considered  the  attractiveness  of  the  investment  without 
the  historic  tax  incentives.   As  Table  2  shows,  the  withdrawal  of  the 
historic  preservation  tax  incentives  does  reduce  the  return  on  invest- 
ment.  The  removal  of  these  incentives  still,  however,  allows  the  inves- 
tor to  enjoy  the  benefit  of  the  10%  tax  credit,  which  simply  applies  to 
the  rehabilitation  of  20-year-old  and  older  buildings  rather  than  being 
specifically  linked  to  historic  designation.   Nevertheless,  the  lower 
internal  rates  of  return  for  the  $40  and  $50  levels  of  investment,  the 
only  two  likely  to  be  feasible  with  or  without  the  incentives  (see 


1/  This  interpretation  of  tax  laws  comes  from  conversations  with 

Larry  Zinamon,  IRS  tax  analyst,  from  readings  of  IRS  publication 
"U.S.  Tax  Guide  for  Aliens"  (publication  no.  519),  and  from 
readings  of  the  Internal  Revenue  Code. 
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discussion  under  Conclusion  Two) ,  do  make  the  rehabilitation  project 
less  attractive  to  an  investor.   In  recognition  of  the  high  risk  invol- 
ved with  such  a  renovation  project,  the  investor  would  probably  require 
an  internal  rate  of  return  in  the  low  20s  at  least.   The  incentives, 
therefore,  do  add  importantly  to  the  investment's  attractiveness;  their 
elimination  would  significantly  detract  from  the  appeal  of  the  invest- 
ment. 

A  question  may  be  raised  as  to  why  the  elimination  of  the  tax 
incentives  does  not  reduce  the  value  of  the  internal  rate  of  return 
measures  by  more  than  a  few  percentage  points.  The  main  explanation  is 
the  high  level  of  income  tax  liability  incurred  at  the  time  of  sale  by 
the  seller  of  the  building.  This  liability  is  primarily  the  result  of 
the  increased  recapture  tax  and  preference  tax  liability  because  of  the 
excess  depreciation  that  results  from  the  rapid  amortization  and,  to  a 
lesser  extent,  from  the  accelerated  depreciation.   Table  4-2,  for  ex- 
ample, shows  that  total  taxes  due  on  sale  under  the  two  historic  preser- 
vation alternatives  are  $6,035,000  and  $1,203,000,  respectively,  while 
they  drop  to  $358,000  if  the  historic  preservation  incentives  are  drop- 
ped. This  reduced  tax  liability  improves  the  net  gain  on  sale  by  nearly 
$6,000,000  over  the  rapid  amortization  alternative  and  by  nearly 
$1,000,000  over  the  tax  credit/accelerated  depreciation  alternative. 
The  same  pattern  exists  for  the  $20  and  $60  investment  levels. 

The  tax  benefits  of  historic  preservation  do  have  some  disadvan- 
tages, in  the  form  of  (1)  dramatically  increased  annual  tax  liability 
upon  the  discontinuance  of  the  benefits,  and  (2)  increased  recapture  tax 
liability  upon  sale  of  the  property.   Tables  3-1  through  3-3  show  the 
dramatic  drop  under  the  rapid  amortization  program  in  annual  after-tax 
return  from  the  fifth  to  the  sixth  and  ensuring  years — from  $989,000  to 
$336,000  for  the  $20  improvement  option,  from  $1,325,000  to  a  loss  of 
$12,000  for  the  $40  improvement  option,  and  from  $1,918,000  to  a  loss  of 
$90,000  for  the  $60  option.   Tables  4-1  through  4-3  show  the  high  level 
of  taxes  due  on  sale  under  both  the  historic  preservation  programs — for 
all  three  levels  of  investment,  taxes  due  at  sale  are  significantly 
higher  under  the  incentive  programs  (particularly  the  rapid  amorization 
program)  than  without  them. 

Nevertheless,  in  all  cases  analyzed,  the  substantial  increases  in 
tax  savings  in  the  early  years  far  outweigh  the  increased  tax  liabil- 
ities they  require  later.   As  a  result,  as  shown  in  Table  2,  the  inter- 
nal rates  of  return  are  substantially  higher  under  the  incentive 
programs  than  without  them.   These  returns  demonstrate  the  greater  value 
of  earnings  early  in  the  life  of  a  project  over  earnings  later--the  key 
to  the  incentive  of  the  rapid  amortization  program. 
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Conclusion  Two;   Choice  of  Level  of  Investment 

Tables  2  and  3-1  through  3-3  demonstrate  the  superior  profit- 
ability of  the  $20-per-square-f oot  rehabilitation  investment  over  the 
$40  and  $60  investments.   The  $20  investment,  amounting  to  total  project 
costs  of  about  $6,55  million,  yields  after-tax  equity  returns  of  between 
55  and  60  percent  per  year  for  five  years  under  rapid  amortization  and 
returns  of  73  percent  in  the  first  year  and  a  little  more  than  32  per- 
cent in  the  following  years  under  the  tax  credit/accelerated  deprecia- 
tion program.   The  internal  rates  of  return  for  the  $20  option  are  about 
58  and  53  percent  for  each  of  the  two  tax  programs.   For  the  investment 
levels  the  returns  are  much  smaller:   about  two-thirds  as  high  under 
rapid  amortization,  and  about  one-third  as  high  under  tax  credit/accel- 
erated depreciation.   The  internal  rates  of  return  range  between  18  and 
29  percent  for  these  investment  levels. 

There  are  also  striking  differences  in  bef ore-tax  returns  between 
the  $20  case,  on  the  one  hand,  and  the  $40  and  $60  cases,  on  the  other. 
The  rental  income  of  the  $20  option  is  sufficient  to  generate  before-tax 
returns  of  between  38  and  52  percent,  while  the  $40  and  $60  options  can 
only  generate  before-tax  returns  of  less  than  10  percent. 

These  large  differences  reflect  the  impact  of  debt  service  pay- 
ments on  the  respective  cash  flows.   Under  the  $20  improvement  case, 
annual  debt  service  amounts  to  $709,000,  while  under  the  other  two 
cases,  debt  service  amounts  to  $1.4  million  and  $2.1  million  per  year, 
respectively. 

An  important  caution  applies  to  these  results,  however.   Improve- 
ments of  only  $20  per  square  foot  may  be  so  superficial  as  to  fail  to 
increase  the  quality  of  office  space  in  the  building.   If  that  is  the 
case,  the  building  may  remain  at  its  below-market  rent  levels  and  22-  to 
38-percent  vacancy  rates,  making  the  assumptions  of  increased  rents  and 
decreased  vacancy  rates  invalid.   Unless  it  can  improve  the  building 
sufficiently  to  attract  more  tenants  and  command  higher  rents,  the  $20 
option  may  well  be  infeasible. 


Conclusion  Three:   Choice  of  Tax  Incentive  Program 

As  mentioned  previously,  the  historic  preservation  tax  incentives 
are  based  on  shifting  the  tax  savings  to  the  early  years  of  the  pro- 
ject's life  so  that  worthwhile  returns  can  be  realized  by  investors  in 
rehabilitation.   In  general,  whether  greater  returns  are  available  from 
the  five-year  amortization  or  the  combined  10  percent  tax  credit  and  150 
percent  accelerated  depreciation  program  depends  somewhat  on  how  exten- 
sive the  tax  deduction  shifts  offered  by  either  program  are,  and,  more 
importantly,  on  whether  the  investor's  income  is  high  enough  to  allow 
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him  or  her  to  take  full  advantage  of  the  tax  shelter.   A  very-high-in- 
come investor  would  benefit  most  from  the  program  offering  the  most 
shelter — the  rapid  amortization  program.   Investors  with  somev;hat  lower 
incomes,  on  the  other  hand,  would  probably  benefit  more  from  the  tax 
credit/accelerated  depreciation  program,  though  they  may  have  to  spread 
the  tax  credit  over  a  few  years,  rather  than  take  it  all  in  the  first 
year. 

In  the  foregoing  analysis,  ERA  has  assumed  the  investor  or  inves- 
tor group  has  a  very  high  income  needing  shelter.   This  assumption  is 
not  unrealistic  since  the  tax  shelter  on  an  investment  as  large  as  that 
which  would  be  involved  in  the  USM  Building  would  likely  be  sold  to  a 
group  of  investors  rather  than  one,  and  it  is  the  group's  aggregate 
income  which  determines  the  amount  which  can  be  sheltered.   Under  this 
assumption,  the  rapid  amortization  program  provides  higher  returns  for 
all  investment  levels  than  does  the  tax  credit/accelerated  depreciation 
option.   Between  four  and  five  percentage  points  separate  the  internal 
rates  of  return  for  the  two  programs:   58  and  53  percent  for  the  $20 
option,  28  and  23  percent  for  the  $40  option,  and  22  and  18  percent  for 
the  $60  option.   In  each  case  the  rapid  amortization  program  yields  the 
greater  return. 

The  greater  return  of  the  rapid  amortization  program  derives  from 
the  huge  tax  deductions  available  in  the  first  five  years.   The  value  of 
these  deductions  are  even  sufficient  to  overcome  the  cost  of  the  high 
recapture  tax  liabilities  (described  above  under  Conclusion  One)  that 
result  when  the  property  is  sold.   In  the  $40  and  $60  options  these 
taxes  outweigh  the  sale  proceeds  to  cause  an  actual  loss  from  the  sale 
in  the  case  of  the  rapid  amortization  program,  while  net  gains  from  sale 
of  $4.3  million  and  $5.3  million  are  registered  under  the  tax 
credit/accelerated  depreciation  option;  nevertheless,  the  large  first- 
through  fifth-year  tax  deductions  under  rapid  amortization  generate 
superior  overall  returns. 

Concerning  the  benefits  of  these  tax  incentive  programs,  however, 
two  important  cautions  must  be  noted.   First,  as  mentioned  above,  in 
order  to  take  advantage  of  these  tax  benefits,  the  investor  or  investor 
group  must  have  sufficient  income  to  be  sheltered.   If  the  investor  or 
investor  group's  income  isn't  high  enough  to  take  full  advantage  of  the 
tax  shelter  under  the  five-year  write-off,  the  tax  credit/accelerated 
depreciation  option  would  be  the  more  advantageous  option. 

Second,  as  has  been  described  previously  in  this  memorandum,  the 
investor  benefitting  from  the  rapid  amortization  program  must  be  ready 
to  face  the  substantial  tax  liability  that  applies  in  the  beginning  of 
the  sixth  year  once  the  improvements  have  been  fully  amortized.   If  the 
investor  retains  the  building  for  a  long  time  after  the  fifth  year, 
these  yearly  tax  liabilities  will  increase;  however,  the  investor  will 
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be  in  an  increasingly  better  position  as  time  goes  on  to  sell  the  build- 
ing.  This  is  true  because  excess  depreciation  decreases  over  time  as 
the  difference  between  accelerated  and  straight-line  depreciation 
write-offs  diminishes,  and  this  in  turn  gradually  reduces  recapture 
taxes.   This  situation  suggests  that  the  investor  should  pay  close 
attention,  as  time  goes  on,  to  the  trade-off  between  the  increasing  an- 
nual tax  liability  and  the  decreasing  recapture  tax  liability.   His  or 
her  decision  about  when  to  sell  will  hinge  on  the  outcome  of  this 
trade-off. 


VI.   CONCLUSIONS 

In  summary,  there  is  a  potential  for  significant  returns,  mainly 
in  the  form  of  tax  savings  utilizing  the  historic  preservation  tax  in- 
centives, to  an  investment  of  rehabilitation  for  the  United  Shoe  Machin- 
ery Building.   When  the  stream  of  benefits  is  calculated  over  several 
years  in  a  manner  that  accounts  for  the  tax  benefits  available  under 
these  incentives,  returns  on  investment  become  evident  in  the  range  of 
18  to  28  percent,  depending  on  the  level  of  rehabilitation  investment 
and  type  of  tax  program  selected.   (The  53-  to  58-percent  returns  under 
the  $20-per-square-foot  investment  option  are  here  omitted,  because  of 
our  judgement  that  such  a  low  level  of  rehabilitation  investment  will 
fail  to  attract  higher  rents  or  increase  occupancy  significantly,  there- 
by making  the  option  infeasible.)   In  general,  the  five-year  amortiza- 
tion of  rehabilitation  expenses  provides  a  return  greater  than  the  10 
percent  tax  credit/accelerated  depreciation,  but  does  require  a  very 
high  income  on  the  part  of  the  investor  or  group  of  investors. 
Furthermore,  it  subjects  the  investor  to  significant  tax  liability  in 
the  sixth  year,  after  full  amortization  of  rehabilitation  expenses,  and 
to  recapture  tax  liability  at  the  time  of  sale.  The  magnitude  of  the 
recapture  tax  liability  depends  on  when  the  sale  takes  place:   the 
earlier  the  sale,  the  greater  the  recapture  tax. 

The  level  of  investment  chosen  dramatically  affects  the  return  on 
investment  that  results.   The  analysis  presented  in  this  memorandum  has 
shown  the  $20-per-square-foot  rehabilitation  investment  to  provide  a  far 
greater  return  than  the  $40-  or  $50-per-square-foot  options,  but  only  if 
such  a  low-level  investment  can  provide  significant  enough  improvements 
to  encourage  new  tenants  at  Class-A  or  near-Class-A  rents.   Any  decision 
regarding  level  of  improvement  should  be  made  only  after  it  has  been 
specifically  determined  that  income  from  reasonably  expected  rents  can 
cover  the  debt  service  payments  required  after  operating  expenses  and 
property  taxes  have  been  paid. 

In  closing,  a  cautionary  note  is  appropriate.   The  estimates  of 
financial  feasibility  contained  in  both  this  analysis  and  the  C.W.  Whit- 
tier  appraisal  hinge  directly  on  the  assumptions  made  about  potential 
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rental  income  levels,  financing  terms,  operating  expenses,  and  real 
estate  taxation.   ERA's  analysis  demonstrates  the  potential  returns 
available  from  investing  in  the  United  Shoe  Machinery  Building,  but 
offers  no  firm  guarantees.   The  analysis  is  based  on  assumptions  that 
present  what  ERA  believes  to  be  a  realistic  and  conservative  picture  of 
the  benefits  of  the  project.   These  assumptions  can  well  serve  as 
approximations  of  the  conditions  required  to  generate  the  results 
shown.   If  actual  conditions  are  significantly  different  from  these 
assumptions,  financial  returns  will,  accordingly,  be  different. 
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'    APPENDIX  A 


EXAMPLES  OF  OTHER  OFFICE  BUILDING 
REHABILITATIONS  AROUND  THE  COUNTRY 

(taken  from  Economics  Research  Associates' 

study,  Economic  Impact  of  the  Multiple 

Resource  nomination  to  the  National 

Register  of  Historic  Places  on  the 

St.  Louis  Central  Business  District, 

March  1980) 


PART  4 

SECTICM  II 

RZUSE  EXPERIE>JCE  IN  OTHER  CITIES 

The  experience  with  adaptive  use  in  other  cities  has  been  siinilar 
to  that  in  St.  Louis.   Many  of  the  buildings  that  have  been  adaptively 
reused  have  been  industrial  loft  buildings  in  older  warehouse  type  dis- 
tricts, or  have  been  other  special-use  type  buildings  such  as  schools 
or  train  stations.   The  reuse  experience  with  office  buildings  has  been 
much  more  limited  (see  Table  39) .   Typically  office  buildings  have  been 
recycled  into  office  buildings  or  other  closely  related  uses. 

1.   Office  Building  Conversion  and  Rehabilitation 

Examples  of  this  type  of  reuse  or  substantial  rehabilitation  are 
indicated  by  reference  to  such  projects  as  the  Omaha  Building  in  Omaha, 
Nebraska;  the  Wendell  Phillips  Building  in  Boston;  the  Wyandotte  Build- 
ing in  Columbus,  Ohio;  the  Marquette  Building  in  Chicago;  the  Cuyahoga 
Building  in  Cleveland;  and  the  Alamo  National  BanK  in  San  Antonio.   All 
of  these  buildings  were  recycled  into  office  space  (with  the  exception 
of  the  Wendell  Phillips  Building,  which  was  recycled  into  housings.  A 
number  of  these  buildings  were  redeveloped  utilizing  tax  incentives, 
while  others  were  redeveloped  in  the  context  of  conventional  financing 
approaches.   The  following  section  describes  the  experience  with  these 
reuse  projects. 

Alamo  National 'Bank — The  23-story  Alamo  National  Bank  tower  in 
downtown  San  Antcnio  was  kept  in  continuous  bank  and  office  use  during 
its  1975  renovation.   The  1930  building  features  Art  Deco  design  with 
earth  tone  brick  masonry  decorated  with  terra  cotta  and  bronze.   The 
interior  is  highlighted  with  travertine  flcors,  marble  wainscoting, 
solid  brass  and  bronze  fittings  and  a  grand  lobby  which  soars  to  forty 
feet.   During  the  renovation  a  special  staircase  was  built  surrounding 
a  three-story  center  well  which  is  enclosed  by  a  glass  and  bronze 
handrail.   A  Tiffany-liks  lighted  ceiling  consisting  of 
five-f cot-square  bronze  coffers  containing  a  grid  of  bronze  light 
diffusers  was  also  added. 

Renovation  began  in  January  of  1975  and  was  completed  fourteen 
months  later  in  February,  1976.   The  first  eight  floors  which  are  used 
for  banking  activities  and  encompass  35,000  of  the  building's  225,000 
square  feet  of  cpace,  -..'ere  completely  rehabilitated.   The  banking  ac- 
tivities located  in  this  z;pace  at  the  time  of  renovation  were  temporar- 
ily moved  into  a  vacant  structure  across  the  street.   Immediately  upon 
completion  of  the  rehabilitation,  these  banking  functions  moved  back 
into  their  former  space.   The  remainder  of  the  building  was  subject  to 
less  extensive  renovation.   Improvomont."  throughout  the  building  in- 
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eluded  new  hall  ceilings  and  lighting,  restroom  facilities,  carrier  in- 
duction units  and,  where  possible,  interior  zone  systems.   To  conserve 
energy,  snap-on  aluininum  frar.es  were  applied  directly  over  the  existing 
double  sash  wooden  window  fra.'Ties.   This  cost  approximately  $270  per 
window  (total  cost  of  approximately  $300,000),  and  allows  the  windows 
to  be  opened  and  cleaned  from  the  inside. 

The  cost  for  the  85,000  suare  feet  which  were  completely  renovated 
was  approximately  $3.2  million.   This  is  equivalent  to  approximately 
$47  per  square  foot  in  1979  dollars.   The  partial  renovation  of  the  re- 
mainder of  the  building  cost  approximately  $1.8  million,  for  a  total 
project  cost  of  $5  million. 

The  office  space  not  used  by  the  bank  rents  for  $8.64  per  square 
foot  and  includes  all  utility  costs.  The  building  was  fully  occupied 
before  renovation  and  is  fully  occupied  at  the  present  time.   Rents  are 
competitive  with  prevailing  rents  in  the  area.   The  National  Bank  of 
Commerce,  built  in  approximately  1951  and  also  in  the  downtown,  cur- 
rently rents  for  $9.00  per  square  foot;  while  the  1974  First  National 
Bank,  also  in  the  downtown,  rencs  space  for  $10.44  per  square  foot. 
The  building  across  the  screec  whicn  was  used  for  interim  housing  of 
banking  activities  during  the  renovacion  has  been  demolished  and  ground 
breaking  for  a  new  office  cower  is  scnedulea  for  early  in  1980.   The 
new  structure,  which  is  being  built  by  the  Alamo  National  Bank,  will 
rent  for  apprcximately  $12.00  per  square  foot  including  utilities. 

The  renovation  was  financed  directly  by  the  Alamo  National  Bank. 
The  building  is  neither  a  designated  hiscoric  structure  nor  in  an  his- 
toric district,  and  the  Tax  Reform  Act  of  1975  v;as  therefore  not  uti- 
lized. 

Satisfied  with  their  rehabilitation  experience,  the  bank  provided 
interim  financing  for  one  downtCvn  reuse  project  last  year,  and  is  cur- 
rently involved  with  interim  financing  of  two  more  downtown  reuse  pro- 
jects. 

Cuyahoga  Building — This  eight-story,  159  3  building  in  downtown 
Cleveland  v/as  designed  by  Daniel  2urnham,  one  of  the  leading  architects 
at  the  turn  of  the  century,  and  was  the  first  steel-frame  structure  in 
Cleveland.   The  Cuyahoga  Building  is  faced  with  brown  brick  with  a 
sandstone  and  terra  cotta  trim  and  contains  a  mix  of  neoclassical  and 
Romanesque  elements.   One  of  the  few  remaining  examples  of  the  Chicago 
skyscraper  school,  the  building  is  on  the  National  Register  of  !Iistoric 
Places.   Duo  to  vigorous  lobbying,  the  building's  owners  have  been  able 
to  resist  what  they  perceive  to  be  the  unnecessary  and  cumbersome  re- 
strictions of  city  landmark  designation. 

The  Veteran's  Ad-ninL:;ti-acicn  h.ad  cccupiod  the  Cuyahoga  Building  for 
many  years  under  a  lease  with  One  Euclid  Coripany,  the  building's  owners. 
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In  1967,  the  VA  relocated  ir.to  a  new  Federal  office  coTT.ple."  in  downtown 
Cleveland.   Due  to  a  slew  early  1970 's  office  market  and  high 
renovation  costs,  the  b'^iilding's  office  space  remained  vacant  and  unre- 
habilitated  for  approxi~ately  eight  years.   VJith  the  encouragement  of 
the  Broadview  Management  Company,  which  now  owns  50  percent  of  the  One 
Euclid  Company,  the  Cuyahoga  Building  was  renovated  in  1975. 

The  business  objective  was  to  extend  the  building's  useful  and  pro- 
fitable life,  and  at  the  same  time  contribute  to  upgrading  an  area 
where  the  owners  have  other  real  estate  investments.   A  "backward  plan" 
was  developed,  which  first  determined  the  cash  flow  the  renovated 
building  could  generate,  and  then  decided  the  extent  of  renovation  work 
this  cash  flaw  could  support.   This  is  somewhat  different  than  the  com- 
mon procedure  in  which  developers  first  determine  the  cost  of  renova- 
tion, and  then  decide  whether  the  market  can  accept  the  rents  required. 
The  drawback  of  this  conventional  procedure  is  that  if  net  revenues  do 
not  provide  an  adequate  return  on  investment,  then  a  nev/  renovation 
plan  must  be  developed.   This  entails  not  only  the  cost  of  a  new  de- 
sign, but  also  a  delay  of  at  least  several  months. 

The  renovation  included  gutting  of  the  entire  interior  except  for 
the  horizontal  divisions,  "and  new  elevators,  ceilings,  drywall,  plumb- 
ing and  H\^AC  systems.   Vinyl  wail  coverings  and  carpets  were  added 
throughout,  and  the  lobby  was  restored  to  its  original  1890 's  decor.   A 
new  steam/hot  water  heating  and  cooling  system  was  installed  which  has 
lowered  energy  costs  by  25  percent. 

The  exterior  was  cleaned  by  sandblasting,  the  masonry  was  re- 
pointed,  and  all  the  wood  window  frames  were  covered  with  baked-enamel, 
aluminum  frames  and  operable  sashes  which  matched  the  originals.   One- 
eighth  inch  insulating  glass  was  used  in  the  windows. 

The  63,000  square  foot  area  was  renovated  at  a  cost  of  approximate- 
ly $1.8  million.   This  includes  an  unexpected  $300,000  expenditure  to 
replace  the  plumbing  system  which  was  found  to  be  inadequate  during 
renovation.   Renovation  costs  were  financed  v/ith  a  $1.8  million  mort- 
gage payable  over  15  years  at  a  10  percent  interest  rate.   The  Tax  Re- 
form Act  of  1975  was  not  utilized  because  the  owners  determined  they 
did  not  need  the  accelerated  depreciation,  and  did  not  want  to  be  bound 
by  the  restrictions  involved  in  utilizing  the  Tax  Reform  Act  provisions. 

Upon  completion  of  the  renovation,  the  Engineering  Department  of 
the  Standard  Oil  Company  of  Ohio  (Sohio)  moved  into  three  of  the  five 
floors  (2-6)  for  which  it  had  contracted.   Sohio  did  not  move  into  the 
fifth  and  sixth  flcors  until  January  1978  and  December  1979  respective- 
ly.  Between  the  completion  of  construction  in  1975  and  actual  occu- 
pancy of  these  floors,  3or. io  paid  a  warehousing  fee  to  hold  their  op- 
tion on  the  Goace.   The  seventh  floor  remained  vacant  until  March, 
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1979,  when  it  was  leased  by  a  law  firr..   The  eighth  floor  is  still  va- 
cant, though  t'r,-o  parties  are  interested  in  the  space.   Richard  Kortier, 
President  of  Broadview  Management,  expects  the  eighth  floor  to  be  occu- 
pied by  July,  1980 . 

Mr.  Kortier  sees  this  slow  absorption  as  being  partially  the  result 
of  an  interior  layout  which  makes  the  building  suitable  only  for  full 
floor  tenants.   The  extra  corridors  and  fire  exits  which  double  floor 
occupancy  would  require,  would  be  both  difficult  to  engineer  and  would 
cut  down  leasable  space  by  about  15  percent. 

The  office  space  is  currently  renting  for  an  average  of  $9.50  per 
square  foot.   The  ©•■■mers  pay  all  taxes,  operating  expenses,  and  debt 
service  for  the  building,  but  tenants  pay  a  proportionate  share  of  all 
increases  in  taxes  and  operating  costs.   The  owners  pay  for  heat,  but 
tenants  pay  for  electricity,  which  runs  approximately  $.50  per  square 
foot.   The  tenants  finished  individual  spaces  to  their  own  specifica- 
tions.  Mr.  Kortier  characterizes  the  building  as  "high  Class  B."   The 
retail  space  on  the  ground  floor  was  not  renovated  and  was  in  continu- 
ous use  throughout  the  rehabilitation  of  the  office  space.   The  retail 
space  currently  houses  a  bank  and  a  bakery,  and  a  newsstand  will  fill 
the  presently  vacant  recall  slot  within  the  next  few  months.   The  rent 
for  retail  space  is  $12.56  per  square  iooz.    (excluding  utilities)  . 

MarcuBcte  Building — The  17-story  Marquecce  Building  in  Chicago's 
Loop,  slated  for  demolition  in  1975  when  occupancy  fell  to  10  percent, 
is  currently  undergoing  major  renovation.   The  si.ructure  was  designed 
by  the  internationally  prcminanc  architectural  firm  of  Holabird  and 
Roche.   Now,  almost  a  cencury  later,  the  original  designer's  decendant 
firm,  Holabird  and  Root,  are  undertaking  its  renovation. 

The  Marquette  is  an  outstanding  example  of  the  Chicago  school  of 
skyscraper  architecture  which  was  first  attracting  international  atten- 
tion when  the  structure  was  built  in  1394.   The  Marquette  is  listed  on 
the  National  Register  of  Historic  Places,  and  is  a  registered  Chicago 
landmark. 

The  renovation,  -./hich  includos  extensive  restoration,  began  in  1979 
and  will  be  completed  in  the  Fall  of  1930.   Restorative  techniques  uti- 
lized range  from  replacement  of  exterior  terra  cotta  units  of  which 
there  are  over  fifty  different  designs,  to  marble  and  mosaic  cleaning 
and  repair. 

The  first  and  second  dlcor  lobbies  had  been  "modernized"  when  auto- 
matic elevators  were  installed.   This  modernization  included  installa- 
tion of  a  ceiling  under  docorative  marble  beams,  and  down  lighting  to 
replace  what  was  originally  lar'jely  natural  lighting.   This  resulted  in 
covering  the  marble  beams,  reducing  the  ceiling  height  by  approximately 
tv;o  feet,  highlighting  the  off-white  torrazzo  floor  and  concommi tantly 
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hiding  the  J. A.  Holder  mosaics  in  din  light.   The  crop  ceiling  and  down 
lighting  have  been  removed,  revealing  the  original  marble  beams.   The 
new  lobby  lighting  spectrum  will  bring  out  colors  in  the  mosaic  which 
have  not  been  seen  since  the  natural  light  was  cut  off. 

Exterior  repair  will  include  tuckpointing ,  terra  cotta  repair,  win- 
dow caulking,  marble  cleaning,  and  painting.   The  original  twelve  foot 
high  cornice  which  hung  out  eight  feet  over  the  street  which  was  re- 
moved about  20  years  ago  will  be  replaced  with  a  simplified  replica. 

Though  this  restoration  work  is  expensive,  Walker  Johnson,  the 
Holabird  and  Root  associate  in  charge  of  the  project,  estimates  that  it 
adds  at  least  $3  per  square  foot  to  the  rental  rates. 

Tenant  spaces  are  divided  into  two  categories,  ground  floor  commer- 
cial and  office  space  on  the  second  through  the  seventeenth  floors. 
There  is  potential  space  for  nine  shops  and  restaurants  on  the  ground 
floor. 

The  office  space  is  organized  in  a  U-shaped  plan  with  a  light  court 
and  elevator  lobby  in  the  center.   Fleers  average  19,500  square  feet 
and  are  split  into  north  and ^South  zones.   Eacn  zone  contains  new  rest- 
rooms,  power  and  lighting  transformers,  tenant  metering  and  telephones 
and  a  new  HVAC  system.   Fanrooms,  located  on  every  third  floor,  feed 
the  floors  above  and  below  the  units.   In  addition,  the  core  facility 
allows  enough  flexibility  to  accommodate  special  tenant  requirements. 

The  total  redevelopment  cost  will  run  to  approximately  $7  million, 
excluding  tenant  finishing.   The  structure  is  over  30  percent  leasable 
(340,000  square  feet  gross  building  area,  275,000  square  feet  net),  and 
all  space  has  been  committed  since  July  1979.  About  20  percent  of  the 
structure  is  currently  occupied,  and  the  building  will  be  95  percent 
occupied  by  Fall  of  1930.   Office  space  rents  for  between  $12  and  $13 
per  square  foot  (full  service) .   This  compares  to  a  prevailing  office 
rent  in  new  Chicago  structures  of  between  $15  and  $17  per  square  foot. 

The  only  major  unforeseen  difficulty  in  the  renovation  was  a  short 
supply  of  skilled  craftcmen  who  could  handle  the  specialized  tasks  in- 
volved in  restoration  (masons,  marble  and  terra  cotta  repair  people, 
roofers,  etc. ) . 

The  Bankers  Lifo  and  Casualty  Company  of  Chicago,  o'..'ners  of  the 
Marquette,  are  financing  the  construction.   A  final  decision  on  utili- 
zation of  the  5-year  rapid  amortization  provision  of  the  Tax  Reform  Act 
of  1975  has  apparently  not  been  made,  but  it  is  possible  the  owners 
will  use  this  option.   All  ronovation  vork  has  been  done  in  accord  with 
the  Department  of  the  Interior':;  Technical  Services  Division  guide- 
lines, and  './ould  therefore  be  qualified  for  the  tax  benefits  provided 
by  the  Tax  ?.eform  Act. 
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Omaha  Building — This  elegant  Italian  Renaissance  style  McKim,  Mead 
and  White  design  was  built  in  Omaha  in  1338.   It  is  an  H-shaped  masonry 
■structure  with  flat  twin  towers,  a  profusion  of  arches,  and  horizontal 
bands  of  multicolored  stone.   The  11-story  structure  was  vacated  in 
1970  when  its  owner,  the  Omaha  National  Bank,  moved  its  headquarters 
across  the  street  to  the  m.odorn  vroodman  Tower.   The  old  Italianate  for- 
tress stood  vacant  for  several  years.   In  1974,  the  building  was  slated 
for  demolition  and  replacement  by  a  23-story  office  complex. 

In  1977,  Omaha  National  signed  a  long  term  lease  with  an  Omaha- 
based  law  firm.   The  1973  renovation  of  the  250,000  square  foot  build- 
ing cost  approximately  $4  million.   The  construction  included  enliven- 
ing the  dreary  rear  courtyard  with  a  glass-enclosed  greenhouse  atrium 
which  fills- most  of  four  floors.   The  facade  was  cleaned,  and  the  in- 
terior marble  columns  and  woodwork  were  restored. 

Ten  of  the  building's  12  floors  were  committed  to  tenants  before 
construction  began.   The  law  firm  holding  the  lease  committed  to  seven 
floors  and  another  floor  was  preleased  to  an  investment  brokerage  firm. 
Omaha  National,  the  owners  of  the  building,  took  the  other  two  pre- 
leased floors.   A  savings  and  loan  now  occupies  the  ground  floor,  and 
the  building  has  been  fully  occupied  since  I'lay,  1979.   Because  of  the 
thick  walls  and  other  architectural  idiosyncrasies  of  the  structure, 
only  170,000  of  the  building's  250,000  square  foot  area  is  leasable. 
Rents  run  on  par  with  other  first  class  Omaha  office  space  at  approxi- 
mately $10.50  per  square  foot  (full  service). 

The  developers  obtained  interim  financing  from  the  Omaha  National 
Bank,  the  owner-  and  now  partial  lessee  of  the  building.   Though  the 
Omaha  Building  is  on  the  National  Register,  the  Tax  Reform  Act's  rapid 
depreciation  provisions  were  not  utilized.   The  developers  are  current- 
ly involved  with  the  renovation  of  approximately  1  million  square  feet 
of  space  in  a  number  of  projects.   Use  of  the  rapid  depreciation  provi- 
sions in  any  of  these  projects  would  yield  more  depreciation  than  the 
developes  can  use.   For  the  experience,  however,  the  developers  had  the 
Omaha  renovation  officially  qualified  for  Tax  Reform  Act  eligibility  by 
the  Department  of  the  Interior.   The  project  is  using  conventional, 
straight  line  depreciation  and  the  10  percent  rehabilitation  tax  credit. 

VJyandotte  Building — Designed  by  Chicago  School  architect  Daniel 
Burnham,  the  11-story  ;'Jyandotte  Building  was  the  first  steel  framed 
skyscraper  in  Columbus,  Ohio.   The  1398  structure  is  in  a  prime  dcwn- 
to'/m  location  and  is  listed  on  the  National  Register  of  Historic  Places. 

Owned  by  the  State  of  Ohio,  the  building  had  been  vacant  for  sev- 
eral years  since  the  completion  of  a  new  state  office  tower.   Slated 
for  demolition,  the  V.Vandotte  was  purchased  by  the  Klingbeil  Company, 
an  Ohio-based  development  corporation,  for  approximately  $100,000. 
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The  struc-ure  r.ad  Guffored  sicr.ificnnt  deterioration  since  it  was 
vacated  hy  the  State,  and  suoatan-iai  rehabilitation  was  reauired.   The 


1979  renovation 
restrcom  facilit 
fire  code  specif 
ing  roof.   Thcjg 


.•aded  new  heating,  air  conditioning,  plumbing  and 

Sprinklers  and  a  stair  tower  were  added  to  meet 
:icns.   A  new  roof  was  built  over  the  existing  leak- 
:e  original  elevator  cabs  were  retained,  all  of  the 
other  elevator  equipr.ent  ■.■/as  replaced.   *Iew  interior  partitions  and 
stem  windows  were  also  added.   The  exterior  was  repointed  and  cleaned 
by  a  chenical  treatr.ent  (rather  than  the  20  percent  less  expensive 
sandblasting  r.ethod)  upon  the  recor.-nendation  of  the  local  Historical 
Society.   Many  original  architectural  features  such  as  woodwork  and. 
terra  cotta,  iron,  marble  and  brass  details  were  preserved.   The  40,000 
square  foot  building  area  was  renovated  for  approximately  $2.56  mil- 
lion, or  $64  per  square  foot. 

The  building  was  80  percent  leased  to  the  Ohio  Hospital  Association 
and  its  subsidiaries  before  construction  was  complete.   The  remaining 
20  percent  of  the  building's  33,000  square  feet  of  leasable  space  is 
presen-ly  ouc  for  signature  to  -he  same  tenants.   Rent  for  the  first 
two  floors  is  approximately  $12.00  per  square  foot,  while  rent  for 
floors  three  thrcu-gn  five  is  S9-25  per  square  foot,  and  rent  for  the 
sixth  througn  eleventn  floors  is  $3.25  per  square  foot.   The  tenants 
pay  all  utiliies  (excepi^^water)  and  rents  are  suo^ect  to  escalator 
clauses  for  management  fees,  taxes  ana  luaintenance. 

The  developers  nad  considered  demolition  and  construction  of  a  new 
office  tower  on  tne  site.   It  was  expected  that  new  office  space  would 
cost  between  $30  and  $90  per  square  foot  to  build,  and  would  command 
rents  between  $13  and  $11  per  square  foot.   This  option  was  not  exer- 
cised due  to  Tax'  Reform  nct  renaoilitaticn  incentives  and  demolition 
disincentives,  ana  the  amount  of  time  that  would  have  been  required 
before  a  new  structure  could  be  occupied. 

The  Wyandotte  project  was  iiighly  dependent  on  the  renabilitation 
tax  incentives  of  the  Tax  Reform.  Act  of  1975.   The  5-year  rapid  amor- 
tization prcviaicn  encouraged  high  tax  bracket  inve3tor3  to  join  the 
project's  limited  partnarahip.   The  developers  had  little  problem  ob- 
taining a  $1.25  millicn  ccn.-truaaicn  loan  because  of  the  strength  of 
the  parent  corporation,  the  building's  prim.e  location,  and  the  healthy 
Columi3U3  office  mar!;et.   The  32.55  million  total  redevelopment  cost  in- 
cluded an  ■3r^guity  inve3tm.cnt  of  $970,000.   The  '..Vandottc 'g  developers 
had  hoped  to  utilize  a  1977  City  property  tax  abatement  for  historic 
structuroa.   -ue  to  political  ::rcDl_;r.3  cnuuing  from  school  district 
financial  troublea,  r.o-.--"ver ,  "ho  City  withdrew  this  option. 

The  Klin-.-,  jil  ::--}o.-.'  ;:.^;:ii-.:y  ;i:jctly  roapcnai^le  for  th.e  Wyan- 
dotte rancv-^-.i-n  vns  ■•-•:-;cioii.;hod  ::y^cii  ically  to  capitalize  on  the  Tax 
Reform  Act  rc-naoili  tatian  inc\ntive3.   Ti-oy  .ir'.-"  currently  directin.3  the 
renovation  of  :irot.-..jr  '-.i.-.tori-J  :■. tr-:jf.:r''' ,  the  1?09  Plaza  iiotcl,  in 
Toloao.   In  Talo-o,  ..:  in  C:)  I...:-:;:.;,  ::-:j--:-2!:  ,    tno  wov^^lcpers  wore  pircm- 
iaed  a  aif  -:r-:-:!r---  f."  .::2z  ^~-^r.~.   --r-ich  wia  .;ltimat2lv  .denied.   Due  to 
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these  experiences,  and  the  high  renovation  costs  they  have  encountered, 
the  developers  have  shifted  their  focus  away  fro::i  extensive  renovations 
of  historic  structures. 

Wendell  Phillips  Building — The  Wendell  Phillips  Building  is  a  12- 
story  former  office  building  in  Boston's  garment  district.   When  the 
vacancy  rate  reached  60  percent,  reuse  as  residential  space  was  con- 
sidered.  City  on-site  parking  requirements  would  have  made  conversion 
to  residential  use  impossible.   With  parking  requirements  waived,  how- 
ever, the  project  was  successfully  developed.   The  potential  parking 
problem  was  resolved  through  self -selection:   no  Wendell  Phillips 
Building  tenant  owns  a  car. 

Many  elements  of  The  Wendell  Phillips  Building's  original  office 
use  were  convenient  for  residential  reuse.   Elevator  shafts  were  al- 
ready in  place  and  no  new  staircases  were  needed.   The  large  office 
windcrfs  were  also  excellent  for  residential  use,  providing  good  ven- 
tilation and  ample  sunlight. 

Although  the  exterior  of  the  structure  was  virtually  unchanged, 
major  rehabilitation  work  was  done  on  zhe   interior.   This  included  en- 
tirely new  floor  plans  and  raecnanical  systems. 

The  building's  65,900  square  fcot  area  is  now  apportioned  into  ap- 
proxim.ately  3,300  square  feet  of  commercial  space  on  the  ground  floor, 
38,900  square  feet  of  residential  space  and  24,700  square  feet  which  is 
used  for  circulation,  coiTununity  use  and  other  nonrentable  uses.   Total 
redevelopment  cost  in  1974-75  was  $2,002,400,  or  $21,500  per  unit. 
This  translates  inio  a  $39.50  per  square  fcot  redevelopment  cost  in 
1979  collars. 
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